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CARRY-BACK AND CARRY-OVER OF NET BUSINESS LOSSES 
AND UNUSED EXCESS PROFITS CREDITS 


increasing degree of recognition of the discrepancy 

that may exist between the net earnings or net profits 
of a business for a particular accounting period and the net 
income of that business as a base upon which to levy taxes. 
Various devices might be used to reconcile this discrepancy. 
One such device is discussed here. It is the method of 
equalizing, for tax purposes, between loss years and profit 
years by offsetting, within certain limits, the losses against 
the profits. 

This general principle is now applied in two cases. One 
is the offset of a net business loss against the income of 
certain other years for the purposes of the ordinary corpora- 
tion income tax. The other is the offset of an unused excess 
profits credit of one year against the taxable excess profits 
income of certain other years. 

The theory underlying the application of both the net 
business loss and the unused excess profits credit is much 
the same. In each instance, it is a recognition of the need 
of considering more than one accounting period in measur- 
ing or determining final tax liability. Accountants and busi- 
ness managers have long realized that each annual account- 
ing is ceally in the nature of an interim or progress report. 
The income tax law has given undue emphasis to annual 
data for tax purposes, and the adjustments here under dis- 
cussion are forward steps designed to bring taxation rules 
into closer accord with business realities. 

With respect to the net business loss, the carry-over means 
that the profits of a prosperous year should not be regarded 
in their entirety as true net income without first deducting 
the losses, if any, that may have been incurred in other 
years, Income losses mean capital impairment, and the first, 
most legitimate charge against earnings is the replacement 
of the capital drain. Only after this has been done can it 
be said that the business has produced a bona fide net 
income that can be diverted to the government in taxes or 
to the stockholders in dividends. 

Under the excess profits tax the severe rate was deemed 
necessary partly for economic and partly for political rea- 


. MONG persons concerned with taxation there is an 


sons. The carry-back of unused excess profits credit is, in 
effect, a method of assuring that over a certain period the 
company shall have the full amount of the standard or 
normal income which is not to be considered as excess 
profit before finally ape the burden of the high excess 
profits tax rate. Such profits as may have been earned in 
certain war years are not necessarily to be regarded, eventu- 
ally, as being a taxable excess. The final judgment as to the 
amount of taxable excess profit in each case is made to rest 
on a longer period of business experience than the particu- 
lar year or years in which the profits were earned. Within 
the limits of the adjustment term, the war and the recon- 
version periods are to be considered together, It is accepted 
that there may be some costs properly chargeable against 
the war income although they will emerge and be realized 
as costs only in some later year. The true amount of war 
excess profits is not finally determinable until these costs 
have been registered in the accounts. 

The unused credit carry-back is in no sense a substitute 
for a postwar reserve, although in some cases it may serve 
the poe of one. A reserve would presumably be in 
hand or available at the beginning of the reconversion 
period and might thus provide a degree of financial support 
which would prevent a loss. The carry-back can be applied 
only after earnings below the normal or standard amount 
shall have established the case for it. Such relief as a refund 
of excess profits taxes already paid would then afford might 
come rather late to be most helpful. 

A similar gesture is made in the case of the postwar 
refund of 10 per cent of the excess profits tax. This refund 
is to occur according to a schedule that is unlikely to provide 
working cash funds at the time when these would fe most 
needed, It is to be made, however, regardless of the subse- 
quent earnings record of the taxpayer. 

The operation of the two adjustments may be described 
briefly, and without regard to numerous technical limitations 
and qualifications. The business net loss of a given year 
may be carried back against profits of the two preceding 
years, and if necessary, also paca against the profits of 
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the two succeeding years. The following assumption illus- 
trates the process: 





Net Income 
Year Or Loss 
1943 $ 300,000 
1944 400,000 
1945 1,000,000 (loss) 
1946 100,000 
1947 200,000 


For the years 1943 and 1944 a tax would have been paid. 
Then comes a large loss in 1945. Its carry-back to 1943 and 
1944 offsets the taxable income for those years and thereby 
involves a refund of the tax that had been previously paid. 
After the carry-back a loss balance of $300,000 remains to 
be carried over against any net income earned in 1946 
and 1947. 

The adjustment thus provided is sound and sensible. 
In the illustration given, the company would not have paid, 
finally, any tax for the years 1943-1947 inclusive, since the 
taxes paid on 1943 and 1944 income would have been 
refunded. But this company made no money, on balance, 
in the period 1943-1947. It merely broke even and it could 
have escaped capital impairment only by devoting all of 
the earnings of four years to filling the hole caused by 
the loss of one year. Even so, the chances are that part of 
this hole would be unfilled by 1947, for there may have 
been some dividend distributions in 1943 and 1944, since 
the loss of 1945 could not then have been anticipated. 
Capital impairment is usually to be made good out of 
future rather than past income, since the past income is 
ordinarily disposed of in whole or in part before the loss 
occurs. The significance of this point will appear later. 

By parallel logic, the excess profits tax procedure is a 
device for assuring that a company shall have at least the 
standard or normal profit over a period of years before 
finally being found to have had excess profits. This is done 
by permitting a carry-back of unused excess profits credit 
for two years, and a carry-over of the unused credit for a 
similar period, The excess profits credit is the amount 
allowed as a standard or normal return on the basis of 
average earnings in the base period 1936-1939 or on the 
basis of invested capital, as the taxpayer may elect. The 
emergence of an unused excess profits credit and the man- 
ner of carrying it backward or forward may be illustrated 
as follows, again without regard to numerous technical 
points: 


Thousands of Dollars 





Balance of 1946 
Unused Excess 


Excess Taxable _‘ Profits Credit 
Net Profits Excess After Carry-Back 
Year Income Credit Profits To 1944 and 1945 
1944 1,300 1,000 300 700 
1945 1,500 1,000 500 200 
1946 0 1,000 0 — 
1947 —_— —_ — 200 


In this case, the deduction of the excess profits credit 
from total net income resulted in taxable excess profits in 
the years 1944 and 1945. For the year 1946, however, the 





excess profits credit is entirely unused since there is no net 
income. Under the carry-back provision, the unused excess 
profits credit of $1,000,000 in 1946 would be carried back 
first to the year 1944 to eliminate the taxable excess profit 
of $300,000 for that year, and then to the year 1945, to 
eliminate the $500,000 of taxable excess profits of that 
year. The carry-back accounts for $800,000 of the 1946 
unused excess profits credit. There remains $200,000 of 
that unused credit which may be carried forward as an 
offset against any taxable excess profits income that may 
appear in 1947. 

In the illustration above no excess profits tax would be 
paid, ultimately, on the earnings from 1944 to 1946 for 
the tax paid in 1944 and 1945 would be refunded. But 
over the years 1944 to 1946, taken together, there was no 
excess profit. 

The similarity of procedure is evident, In both cases, 
the purpose is to effect a mitigation of the tax paid at one 
time because of marked changes in the earnings situation 
at another time. In the case of the ordinary income tax, 
there must be an actual net business loss before a carry-back 
can occur. Under the excess profits tax, an unused excess 
profits credit exists if the earnings have been less than the 
allowance for the base period or on invested capital, as the 
case may be. It is not necessary here that there be an actual 
net business loss. 

An important question of general tax policy is presented 
by these two cases of adjustment. One case, namely, the 
unused excess profits credit, is temporary since there is 
general agreement that the excess profits tax should be 
repealed at the end of the war. But the prospect of repeal 
raises some problems in connection with it. The other case, 
that of the net business loss carry-over, is to be regarded 
as a permanent feature of the tax law, and for this reason 
it requires attention. 

Repeal of the excess profits tax at the end of the war 
is one detail of postwar planning on which there is general 
agreement, This tax was introduced as a war measure. Such 
case for it as there may be rests wholly upon the abnormal 
earnings conditions that are to be found only during the 
feverish activity of production for war purposes, 

By the same logic, the case for repeal admits that there 
is no place and no need for such a tax in the peacetime 
economy. When business earnings are determined by the 
free interplay of market forces, variations in profits will 
tend to reflect differences in risks. If, at any point, the 
profit return should exceed that which is regarded generally 
as a fair compensation for the risk involved, the situation 
would be presently corrected by an investment flow into the 
pee lines of business concerned. In other words, the 

est remedy for big profit is big profit. 

Those critics of the private enterprise system who com- 
plain that the outlets for savings are inadequate should 
welcome the emergence of substantial profits, since this 
condition would be an effective stimulus to further invest- 
ment of savings as well as an indicator of the most advan- 
tageous directions of such investment. 

If it be agreed that there is no reason for keeping the 
excess profits tax after the war, and hence, if it be agreed 
that the tax should be repealed as the war ends, the question 
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arises as to the future of the unused credit provision. If the 
aggregate of unused excess profits credits of the postwar 
transition period should prove to be large, thereby resulting 
in substantial reductions of prior excess profits tax assess- 
ments and so, in the possibility of substantial refunds of 
this tax, an early repeal of the excess profits tax, lock, stock 
and barrel, might be induced, thereby cutting off the carry- 
back privilege at an early date. In view of the precedent of 
the processing taxes, it is conceivable that some device might 
be introduced to void the obligation to make cash refunds. 


The fact that excess profit is a phenomenon of the war 
period means that the carry-back of an unused credit is 
likely to be more helpful, generally, than the carry-forward. 
As the war ends there will be smaller profits, and in many 
cases no excess profit against which to apply any part of 
an unused credit. Some cases of contract termination in 
advance of the time when active reconversion can be begun 
because of priority controls of materials and labor may 
lead to carry-forward, but the circumstances in which the 
unused credit of a given year would more than offset excess 
profits of two preceding years and thus give rise to a carry- 
over are probably exceptional. If the carry-back provisions 
are to disappear with the repeal, this is likely to occur at the 
very time when its operation would be most helpful to 
business, and by the same token, most onerous to the Treas- 
ury. The problem is, therefore, can those business concerns 
which are to experience sub-normal earnings or even net 
losses during the reconversion period be given the oppor- 
tunity to apply an unused excess profits credit against their 
high earnings of the later war years if the act is to be 
repealed ? 


It would be unwise to extend the excess profits tax as a 
whole far enough into the postwar period to enable every- 
one to carry unused credits back into the final war years. 
Possibly the carry-back provisions are separable from the 
main body of the act and can thus be retained for the 
purpose of such adjustments as may be required during the 
reconversion period while repealing the 95 per cent tax 
on such scattered postwar excess profits as there may be. 
Objection may be anticipated to any such course on the 
ground that if business is to have the advantage of a carry- 
back, it should also be prepared to accept the rest of the 
excess profits tax. The fact that no company could at the 
same time be in a position of using the carry-back and of 
paying excess profits tax would probably not be adequately 
considered in this argument. In any case, both the retention 
of the law and the alternative of retaining the carry-back 
provisions as a separate measure involve all of the elaborate 
machinery of the excess profits tax law for the sole purpose 
of ascertaining the amount of unused credit to be carried 
back in certain cases. 


Dr. J. Keith Butters has suggested that the Treasury be 
required to give to each corporate taxpayer, upon each pay- 
ment of excess profits tax, a certificate showing the tax- 
payer's right to a refund to the extent authorized by the 


. 


then existing carry-back provisions!. This would be, in 


1 J. Keith Butters, War Profits Taxation and Special Wartime Reserves, Har- 
vard University, Graduate School of Business Administration. Business 
Research Studies, Number 30, p. 41 (January, 1944). 


effect, an indirect method of extending the carry-back pro- 
visions even though the law were repealed. 

The Treasury has proposed that taxpayers be permitted 
to estimate deficits, with quarterly revision of the estimates, 
and to defer tax payments, in whole or in part, in amounts 
equivalent to the refunds that would result from anticipated 
carry-backs. This plan would tend to put the taxpayer on a 
current basis so far as the application of carry-backs is con- 
cerned but it, too, would come to an end with repeal of 
the excess profits tax. 

There appears to be no way whereby business can eat 
its cake oa have it too. If elimination of the excess profits 
tax is a goal to be achieved as the war ends, part of the 
pe is likely to be suppression of the privilege of carrying 

ack a certain volume of unused credits. 

Some consolation may be found in the effect of renegotia- 
tion in converting the government’s “‘take’’ from a tax levy 
into a recovery of excessive profits. The greater the amount 
of such recovery, the smaller will be the excess profits tax, 
and consequently, the smaller will be the area within which 
unused excess profits credits may be used to gain tax re- 
funds. An illustrative sample of the effect of renegotiation 
is provided by the following data summarized from a recent 
report by the Truman Committee.1 


EFFECTS OF RENEGOTIATION ON 1942 PROFITS 
AND TAXES OF CERTAIN CORPORATIONS! 


1942 Profits before taxes and renegotiation..$1,631,763,000 
1942 Profits before. taxes and after renego- 


RE Tea SL iON bapa TATED 1,163,672,000 
Taxes before renegotiation «0.00.00... 1,259,786,000 
Taxes after renegotiation ..........4..ccccceceseeeeees 877,398,000 
Gains through renegotiation .................:.000 468,091,000 
Loss of tax through renegotiation.................. 382,388,000 


85,703,000 
1 The tabulation excludes all cases for which data were incomplete, and 
three cases in which the data, as given, could not be reconciled. 

The figures include both ordinary income taxes and excess 
profits taxes, but they suggest the volume of excess profits 
tax reduction and thus indicate the narrowing of the tax 
margin against which unused credits could be applied. Inci- 
dentally, they indicate also the comparative futility of 
renegotiation as a means of creating large net gains for 
the Treasury. 

Turning to the business net loss provisions, the record 
indicates a variable policy. As first enacted, in 1918, a two- 
year carry-back was provided. In 1921, a two-year carry-over 
was substituted. A similar arrangement was introduced 
when the privilege of adjusting for a net loss was reenacted 
in 1939. In 1942 both a carry-back and a carry-over were 
authorized, but the carry-back could be applied only to 
taxable years beginning after December 31, 1940. 

The earlier pattern deserves consideration as a guide to 
future policy. Insofar as there are to be net business losses 
during the transition years immediately following the war, 
the only way of making quick adjustment for them would 
be by a carry-back against the profits of the later war years. 


Net gain through renegotiation.................... 


1 Additional Report of the Special Committee Investigating the National 
iy i Pursuant to S. Res. 71, pp. 192, 193 (Senate Report No. 
10, Part 16). 
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But as a matter of long-range policy it would be better, 
in the writer's opinion, to provide eventually for a carry 
forward only of net business losses. 

The carry-back of net business losses, as a long-range 
policy, is politically vulnerable. It involves cash refunds, 
and however justifiable such a practice might be on eco 
nomic grounds, their payment can all too readily be made 
to appear as a handout to business. 

On the other hand, the carry-forward of net business 
losses presents certain definite advantages. 

First, such a policy would be definitely stimulating to 
enterprise and venture capital. Business plans look to the 
future rather than to the past. If it be known that, as a 
matter of settled and stable tax policy, losses may be 
carried forward and offset against future income if and 
when earned, the effect should be to promote and encourage 
the taking of risks even though it be recognized that the 
probability of loss at the outset is material. 

Concerns that are headed for the boneyard would natur 
ally have a greater interest in a backward loss adjustment, 
for any recovery to be realized by this procedure would 
serve, temporarily, to delay the inevitable. 

Second, the carry-forward should be easier for the Treas 
uty, since it would involve an adjustment of taxable income 
and, hence, of estimates of tax receipts, at some future time, 
rather than the financing of tax refunds after the money 
has been spent. The necessity of such financing is always 
a disturbing element in good budgetary procedure, and it 
may become necessary at times when added market opera- 
tions of any size would be embarrassing. Moreover, it would 
eliminate one reason for reopening past returns. 

Third, the loss cacry-back may become a greater source 
of temptation to splurge, than the carry-forward, since the 
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government would be called upon to meet at least a part of 
any loss through a tax refund under the carry-back. In 
carrying losses forward, the fact that these losses may be 
offset against future income is a comforting thought, but 
in order to do this there must be that future income. This 
requirement, plus the fact that in the meantime, the firm 
must risk its own money, is likely to lead to a more prudent 
calculation of the risks and a more reasonable attitude 
toward the future. 

The duration of the carry-forward privilege should be 
indefinite, from the standpoint of logic and theory. In any 
case, if such a degree of liberality is deemed unwise or 
politically inexpedient, the period should be fairly long, say 
six to eight years. Capital impairment through business 
loss is a serious thing for both the business concern and 
for the economy as a whole. The long-run interests of 
everyone are best served when the replacement of these 
losses is recognized to be a claim against later earnings 
paramount even to the government’s revenue claim. 

Under British law a carry-forward of six years is per- 
mitted. So much latitude must be based on the conviction, 
or the experience, that it promotes the long-range interests 
of both the economy and the revenue. 

[t should be obvious that the revenue will gain rather 
than lose from such a course in the long run. The reason 
is that a policy of ample adjustment of losses will promote 
the vigor and the solvency of the economy, and as these 
goals are achieved the flow of public revenue is sustained. 


HArgcey L. Lutz 
Professor of Public Finance 
Princeton University 




















